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Annual income twenty pounds, annual expenditure nineteen pounds
six, result happiness. Annual income twenty pounds, annual
expenditure twenty pounds ought and six, result misery.
Charles Dickens, David Copperfield

I.

INTRODUCTION

Charles Dickens' observation on parsimony could be appropriately linked
to macroeconomic theory as well.' Although saving has been lauded as a
virtue in and of itself, the theory of saving and investment is a means of
achieving greater long-term economic growth.2 In an advanced economy,
the principle of saving is important because savings constitute the supply of
capital that, combined with labor, forms the primary input to production. As
savings in the household sector grow, they are further invested in the
business sector, thereby contributing to the national income. Thus, at least
in theory, as the economy expands, society as a whole will enjoy a higher
standard of living.3 In the United States there has been a downward trend
in the national saving rate since the post-World War II period, with a
.noticeable decline since the 1980s.4 This is troublesome for two reasons.
First, the United States is saving less than it has in the past. Second, the
United States is saving less than other developed nations. This trend in
decreased savings represents an impediment to U.S. economic growth and
requires an appropriately formulated national policy to reverse course and to
avoid an economic standstill.
Taxation is a major policy mechanism used by the federal government
to influence the national economy.5 The appropriate question, however, is

1. CHARLES DICKENS, DAVID COPPERFIELD ch. 12 (London, Bradbury, Evans, & Co.
1853).

2. As one economist has pointed out, "Economic growth may sound like an abstraction,
but a difference of only one percentage point or even half a percentage point in annual
economic growth over a decade makes an enormous difference to the success or failure of a
society's economy." Michael J. Boskin, Fiscal Policy, Saving, and Economic Growth, in
PERSONAL SAVING, CONSUMPTION, AND TAX POLICY 17, 18 (Marvin H. Kosters ed., 1992)
[hereinafter PERSONAL SAVING].
3. But see, e.g., DENNY BRAUN, THE RICH GET RICHER: THE RISE OF INCOME
INEQUALITY IN THE UNITED STATES AND THE WORLD 2 (1991) (stating that income inequality

within the United States has increased and the middle class has suffered a severe erosion in
income since the 1980s).
4. James H. Gapinski, Questions on the Economics of Saving, in THE ECONOMICS OF
SAVING 1, 2 (James H. Gapinski ed., 1993).
5. See generally DAVID G. DAVIES, UNITED STATES TAXES AND TAX POLICY (1986) for
a discussion on the principles of a sound system of taxation. Davies states that there are five
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how to properly structure a tax system that will positively affect the nation's
propensity to save with minimal government interference with the market
system. One approach could be to modify the current income-based taxation
system in an effort to minimize its effects on the saving process; another
could be to abandon the income-based taxation system and replace it with a
consumption-based tax system.
Recently, there have been several congressional consumption-based tax
proposals. 6 According to the House Ways and Means Committee Chair, Bill
Archer, R-Texas, who favors some form of consumption-based tax, 1996 will
mark the demise of the present income tax system.7 A flat tax proposal has
received a great deal of publicity and formed the nucleus of Republican
hopeful Steve Forbes' campaign. The flat tax would impose a 17% tax on
the wage income of individuals and a 17% modified value added tax (VAT)
on businesses. The Nunn-Domenici Unlimited Savings Account (USA) tax
proposal would impose a direct consumption-based tax with graduated rates
up to 40% on individuals and an 11% VAT on businesses. 9 Proponents of
both proposals assume that replacing the income tax system with a
consumption-based tax system would stimulate savings.1 0
This article analyzes the effect that implementation of these consumptionbased tax proposals would have on the declining U.S. saving rate. Both
proposals have been identified as a means of alleviating the inadequate level
of saving through the creation of a savings-neutral tax environment." Since
the existence of an economically efficient tax is only one of many factors
that affect the level of savings, this article concludes that there is no a priori
reason that establishes that implementation of a consumption-based tax, in
part or in whole, will necessarily reverse the downward trend in the U.S.
saving rate.
Part II of this article discusses the economic significance of saving and
investment and analyzes some of the issues concerning the measurement of
national savings. Factors that affect savings are presented in part III. Part
IV provides a comparative analysis of saving under either an income-based
or a consumption-based tax system. Part V focuses on two recent conprinciples: (1) economic efficiency, (2) equity, (3) simplicity, (4) fiscal economy, and (5)
certainty. Id. at 17-18. The principle of economic efficiency is most relevant to the savingconsumption problem. Id. To be economically efficient a tax "should not lead individuals to
alter their choices, to save more or less, to work more hours or take increased leisure, or to
change the pattern of their investment and consumption decisions." Id.
6. See H.R. 2060, 104th Cong., 1st Sess. (1995); S. 722, 104th Cong., 1st Sess. (1995).
7. John Godfrey, Archer Keen on Killing Code; Full Speed Ahead on Tax Reform, 70
TAX NOTES 1431, 1431 (1996).
8. H.R. 2060, supra note 6.
9. S. 722, supra note 6.
10. Id.; H.R. 2060, supra note 6.
11. Id.
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sumption-based tax proposals, briefly outlining their methodology. Finally,
part VI addresses the proposals' implications for increasing the U.S. saving
rate.
II.

THE ECONOMIC SIGNIFICANCE OF SAVING

A.

The Basics

A central goal in an advanced economy is the capacity for economic
growth, manifested by the constant flow of production on a national scale,
known as the Gross Domestic Product (GDP).1 2 GDP national production
consists primarily of two major outputs: consumption goods and investment
goods. Household savings, which is the portion of income remaining after
households purchase consumption goods, are invested by the business sector
and converted into capital. As a general matter, higher rates of saving lead
to a lower cost of purchasing capital, and consequently, increased investment. 3 This increase in investment translates into greater productivity
and a higher standard of living for the future. On the other hand, lower rates
of saving have the opposite effect. Less household savings are available to
the business sector, and the reduced size of this pool of capital results in
higher capital costs for U.S. companies, resulting in lower productivity and
a lower standard of living due to a decrease or stagnation of national wealth.
14
Thus, lower rates of household savings are bad for the national economy.
Although low rates of household saving can be supplemented with the
importation of foreign savings, domestic savings are needed in order to
sustain economic growth for two reasons. First, massive importation of
foreign capital is not likely to persist for any sustained period of time.
Second, foreign ownership of domestic assets, means that foreign investors

12. In 1991 the United States Department of Commerce, which maintains statistical data
on the U.S. economy, adopted GDP as the statistical measure of national output. ECONOMIC
INDICATORS, UNITED STATES GOVERNMENT PRINTING OFFICE, Aug. 1996.

Gross National Product (GNP) includes the value of worldwide production by
individuals in the United States and entities such as a U.S. manufacturing plant in Brazil.
Gross Domestic Product, on the other hand, includes only the value of U.S.-based production
whether by United States or foreign, such as a German manufacturing plant in Alabama,
individuals or entities. The quantitative difference between GNP and GDP usually is not
significant. For example, in 1995 GNP was estimated at $7237.5 billion, and GDP was
estimated at $7245.8 billion. Id.
13. See Hans-Werner Sinn, Taxation and the Cost of Capital: The "Old" View, The
"New" View, and Another View, 5 TAX POL'Y & ECON. 25 (1993).
14. Edward J. McCaffery, Tax Policy Under a Hybrid Income-Consumption-BasedTax,
40 TEx. L. REv. 1145, 1161 (1992) (noting that what may be the optimal level of saving for
individuals may significantly differ from the optimal level of savings for society); see also
Amartya K. Sen, On Optimizing the Rate of Saving, 71 ECON. J. 479, 486-89 (1961) (stating
that individuals often save at levels that are not the most beneficial to society as a whole).
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have a claim on future earnings from these assets.' 5 These arguments have
less impact in Europe where economic integration is becoming more
complete than in the United States where a high level of economic
nationalism exists. Although such intense economic nationalism is not
inevitable, its present existence cannot be ignored. Therefore, it is appropriate to focus our attention on the U.S. saving rate.
B.

Measurement of U.S. National Saving Rate

The U.S. national saving rate is the sum of private and public saving.' 6
Private saving is the sum of household saving and business saving. 7 Public
saving is the sum of state, local, and federal saving." As a matter of
elementary economics, saving is a residual; at the end of any given period of
time, savings equal income less consumption. Applying this residual
definition in the context of determining the national saving rate, national
saving equals national output less national consumption. But is this an
appropriate measure of national saving?
Official analysis of U.S. national saving is based on the National Income
and Product Accounts (NIPA) produced by the Bureau of Economic Analysis
of the U.S. Department of Commerce.' 9 NIPA measures national saving as
a residual, focusing on the gross measure of national output, currently GDP,
minus national consumption.20 The NIPA rate of national saving, when
expressed as a decade average percent of Gross National Product (GNP), was
7.9% for 1960-1969, 7.1% for 1970-1979, and fell to 3.0% for 1980-1988.2l
However, the NIPA technique of measurement has been criticized.22

15. Lawrence H. Summers, Stimulating U.S. Personal Saving, in THE U.S. SAVINGS
CHALLENGE 153, 159 (Charls E. Walker et al. eds., 1990) [hereinafter SAVINGS CHALLENGE]

(warning that unless the U.S. national saving rate is raised to seven percent, competitor nations
may overtake us).
16. Gapinski, Questions on the Economics of Saving, in THE ECONOMICS OF

SAVING,

supra note 4, at 1, 2.
17. Id.
18. Id.
19. U.S. DEPARTMENT

OF COMMERCE, BUREAU OF ECONOMIC ANALYSIS, NATIONAL
INCOME AND PRODUCT ACCOUNTS OF THE UNITED STATES: VOL. 2, 1959-1988 (Washington,

D.C.: U.S. Government Printing Office, 1992); see also David F. Bradford, What Is National
Saving? Alternative Measures in Historicaland International Context, in SAVINGS CHALLENGE, supra note 15, at 31; Thomas M. Holloway, Present NIPA Saving Measures: Their
Characteristics and Limitations, in THE MEASUREMENT OF SAVING, INVESTMENT AND
WEALTH 21 (Robert E. Lipsey et al. eds., 1989).
20. Bradford, What Is National Saving? Alternative Measures in Historical and
InternationalContext, in SAVINGS CHALLENGE, supra note 15, at 32.
21. Id. at 46.
22. Id. at 47. Early studies of saving did not seem to find fault with using a gross
measure and concluded that when expressed as a percentage of GNP, there was remarkable
stability. See, e.g., P.A. David & J.L. Scadding, Private Savings: Ultrarationality,
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NIPA includes the income associated with current production as reflected
primarily in market transactions.2 3 The accounts exclude unrealized capital
gains, nonmarket activities, and social security contributions.2 z
Some
economists believe that exclusion of unrealized capital gains is appropriate
because changes in market valuation would produce a misleading estimate of
saving. 5 Saving in the form of consumer durables also is excluded, which
is unusual given the theoretical concept of consumption as the using up of
goods and services over a period of time.26
Additionally, the NIPA measures do not properly adjust saving for
inflation; the measures include more than the real interest component of
nominal interest receipts.27 When inflation rises, interest rates contain an
inflation premium in addition to a premium for risk.2" The inflation
premium is a repayment of principal that the creditor uses to maintain the
real value of wealth. 29 Therefore, unless only the real interest component
is included as income, public sector saving is understated because this sector
is typically a net debtor.30 At the same time, private sector saving is
overstated because households are typically net creditors. 31 Thus, most
economists agree that reliance on NIPA for the measurement of U.S. national
saving is not a reliable measure of actual saving.
Another official measure of national saving, based on the flow of funds
data gathered by the Federal Reserve System, generally has yielded a higher
estimate than NLPA. 3' The Flow of Funds Accounts (FFA) measured
Aggregation, and "Denison's Law, " 82 J. POL. ECON. 225, 227 (1974); E.F. Denison, A Note
on Private Saving, 40 REV. ECON. STAT. 261, 261 (1958). Gross measures were favored
because of the potential for errors associated with estimating consumption when net measures
of national saving were determined.
Currently, however, authorities call into question the use of a gross measure of savings.
See, e.g., Michael J. Boskin, Theoretical and Empirical Issues in the Measurement,
Evaluation,and Interpretationof Postwar U.S. Saving, in SAVINGS AND CAPITAL FORMATION:
THE POLICY OPTIONS 11, 13-16 (F. Gerard Adams et al. eds., 1986) [hereafter SAVINGS AND
CAPITAL]; Bradford, What Is National Saving? Alternative Measures in Historical and
InternationalContext, in SAVINGS CHALLENGE, supra note 15, at 32-33; Gapinski, Questions
on the Economics of Saving, in THE ECONOMICS OF SAVING, supra note 4, at 5-6.
23. Gapinski, Questions on the Economics of Saving, in THE ECONOMICS OF SAVING,
supra note 4, at 5.
24. Id.
25. Charles L. Schultze, What to Do About the Collapseof NationalSaving, in PERSONAL
SAVING, supra note 2, at 136, 136.
26. Id.
27. A. Lans Bovenberg & Owen Evans, National and Personal Saving in the United
States, 37 I.M.F. STAFF PAPERS 636, 644 (1990).
28. Id.
29. Id. at 644-45.
30. Id.
31. Id.

32.

BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM, FLOW OF FUNDS

ACCOUNTS (Washington, D.C., Third Quarter, 1993); see also Boskin, Theoretical and
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national saving at 8.3% of GNP for the period 1979-1988. 33 The FFA
technique does not analyze personal saving as a residual. Instead, it focuses
on how wealth is utilized, as reflected in the data for household assets and
liabilities.34 Whereas NIPA defines personal saving as a residual of
personal income and consumption, the FFA defines personal saving in terms
of a household's net acquisition of assets. 35 Further, the FFA measure of
saving includes the purchase of consumer durables and certain credits from
public insurance programs that are not considered saving under NIPA.36
However, the FFA measure also has been criticized because its estimate may
be inflated due to the underestimation of assets owned in the United States
by nonresidents who desire anonymity.37
The many problems associated with the definition of saving under NIP
and FFA have generated considerable reaction from economists. Some have
undertaken research to illustrate the deficiencies, while others have treated
saving as change in net worth to capture capital gains.38 Some economists
have devised their own system of measurement in an attempt to accurately

EmpiricalIssues in the Measurement, Evaluation, and Interpretationof Postwar U.S. Saving,
in SAVINGS AND CAPITAL FORMATION, supra note 22, at 16.
33. Bradford, What Is National Saving? Alternative Measures in Historical and
International Context, in SAVINGS CHALLENGE, supra note 15, at 42.
34. Id. at 40.
35. Id. But see Bovenberg & Evans, supra note 27, at 642 (stating that the FFA is a
residual measure and perhaps less reliable than NIPA, that is, the Federal Reserve estimation
of net financial assets held by households is a residual of the financial assets held by the other
sectors); see generally BARRY P. BOSwORTH, TAX INCENTIVES AND ECONOMIC GROwTH
(The Brookings Institution 1984) (concluding that there are difficulties in tracing the
ownership of financial assets); Frank de Leeuw, ConflictingMeasures of PrivateSaving, 64
SURV. CURRENT Bus. 17 (1984) (arguing that the FFA is less reliable because of quarterly
fluctuations).
36. Bradford, What Is National Saving? Alternative Measures in Historical and
InternationalContext, in SAVINGS CHALLENGE, supra note 15, at 42.
37. Bovenberg & Evans, supra note 27, at 642.
38. Gapinski, Questions on the Economics of Saving, in THE ECONOMICS OF SAVING,
supra note 4, at 5-6; see, e.g., Patric H. Hendershott & Joe Peek, Aggregate U.S. Private
Saving: Conceptual Measures and Empirical Tests, in THE MEASUREMENT OF SAVING,
INVESTMENT, AND WEALTH 185 (Robert E. Lipsey et al. eds., 1989) (stating that inclusion of
consumer durables in the saving measure increases the rate between 1.5 and 4.5 percentage
points. If government pension assets, including social security, are added to the adjusted
figure, the saving rate for 1982-1985 is 13.5% of net national product (NNP) in contrast to
the NIPA rate of 6.9%.); Thomas M. Holloway, Present NIPA Saving Measures: Their
Characteristics and Limitations, in THE MEASUREMENT OF SAVING, INVESTMENT, AND
WEALTH 21, 61-63 (Robert E. Lipsey et al. eds., 1989) (noting an increase of more than one
percentage point when consumer durables are included in the saving measure).
For studies that treat saving as a change in net worth, see E. Ray Canterbery,
Reaganomics, Saving, and the Casino Effect, in THE ECONOMICS OF SAVING, supra note 4,
at 153; Gian S. Sahota, Saving and Distribution,in THE ECONOMICS OF SAVING, supra note
4, at 193.
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quantify the national saving rate.39 One study from 1985 presented two
modified measures. 40 The first method added estimates of the flow of
services from consumer durables and government tangible capital to national
output, thus arriving at a figure that is a percentage of net national
product.41 This was calculated by adding imputed rent 42 on consumer
durables and government tangible assets and subtracting depreciation. 43 The
method resulted in the following estimates for savings: 13.0% for 1960-1969,
11.8% for 1970-1979, and 7.2% for 1980-1985.4
The second method was a modified personal saving rate that viewed
household consumption as the amount of national output remaining after
government consumption.45 Some economists view this as more appropriate
than the NIPA and FFA measures, which rely on estimates of disposable
income, because disposable income depends on the ability of households to
see through transactions to the underlying economic reality.46 Using this
second approach, the study estimated net national saving at 16.6% for 19601969, 15.2% for 1970-1979, and 9.3% for 1980-1985." 7
Regardless of which measurement technique is utilized, it is clear that
there has been a steady decline in the national saving rate. However, this
does not suggest that a discussion of the measures of saving is irrelevant.
Knowing the various measurement techniques will assist policymakers in

39. Gapinski, Questions on the Economics of Saving, in THE ECONOMICS OF SAVING,
supra note 4, at 6; see also ROBERT EISNER, THE TOTAL INCOMES SYSTEM OF ACCOUNTS
(1989); Dale W. Jorgenson & Barbara M. Fraumeni, The Accumulation of Human and
Nonhuman Capital, 1948-84, in THE MEASUREMENT

OF SAVING, INVESTMENT, AND WEALTH

227 (Robert E. Lipsey, et al. eds., 1989); Richard Ruggles & Nancy D. Ruggles, Integrated
Economic Accounts for the United States, 1947-1980, 62 SURV. CURRENT Bus. 62 (1982).
40. Bradford, What Is National Saving? Alternative Measures in Historical and
InternationalContext, in SAVINGS CHALLENGE, supra note 15, at 44-45; see HearingsBefore
the House Comm. on Ways and Means, 100th Cong., (1989) (statement of Laurence J. Kotlikoff).
41. Bradford, What Is National Saving? Alternative Measures in Historical and
InternationalContext, in SAVINGS CHALLENGE, supra note 15, at 45.
42. This is calculated as annual depreciation plus three percent times the stock of the
asset.
43. Id. at 44.
44. Id. at 44 (tbl. 5.7).
45. Id. at 44.
46. Id.
47. Id. at 44 (tbl. 5.7). These figures led Bradford to remark that "households are 'to
blame' for the decline in savings - not the government, whose claims have only modestly
increased." Id. at 45. But see Patric H. Hendershott, Discussion ofDavid F. Bradford, What
is National Saving? Alternative Measures in HistoricalandInternationalContext, in SAVINGS
CHALLENGE, supra note 15, at 75, 76 ("To blame the slowdown in real wealth accumulation
on households when the federal government is running large deficits at full employment, and
spending the buildup in the Social Security fund to boot, is astonishing - unless one is
simply blaming households for the high reelection rate of their congressional representatives.").
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defining the problem. Moreover, a proper measurement of national saving
remains relevant in order to compare the U.S. saving rate with the national
saving rates of other countries.
C.

The U.S. National Saving Rate in the InternationalContext

The official measurement techniques utilized in determining the U.S.
saving rate differ from the measurement techniques adopted by the other
nations of the Organization for Economic Co-Operation and Development
(OECD). There measurement techniques follow procedures established by
the System of National Accounts (SNA) developed by the United Nations.48
There are two basic differences. First, there is disparate treatment of
government expenditure.49 Whereas, NIPA treats all government expenditure on goods and services as consumption, SNA separates government
expenditure into consumption and investment, and accounts for capital stocks
and depreciation.
Second, until very recently, the U.S. and OECD
measurement techniques utilized different denominators.50 The NIPA
practice was to express aggregates, such as consumption, as fractions of GNP
or net national product (NNP). I The other OECD countries typically use
GDP or net domestic product (NDP) as the denominator.5 2 The consensus
among economists is that GDP is the better measure of national income
because the economic benefit is greatest at the place of production. Use of
GDP also would be a more accurate denominator in estimating national
saving since savings within the United States produce the greatest benefit to
the national economy.5 3
When the U.S. national saving rate is compared with the national saving
rates of other countries, large differences are noticeable, even when U.S.
saving is measured as a percent of NDP.5 4 For example, available data for
the period 1983-1987 shows that the high national saving rate of Japan,

48. Bradford, What Is National Saving? Alternative Measures in Historical and
International Context, in SAVINGS CHALLENGE, supra note 15, at 35. For a perspective on
how other nations measure their rates of saving, see Derek W. Blades & Peter Strum, The
Concept and Measurement ofSavings: The United States and Other IndustrializedCountries,
in SAVING AND GOVERNMENT POLICY (Federal Reserve Bank of Boston, 1982).

49. Bradford, What Is National Saving? Alternative Measures in Historical and
InternationalContext, in SAVINGS CHALLENGE, supra note 15, at 35.
50. Id. at 37.
51. Id. NNP is the national income produced on a worldwide basis less capital used in
the production process.
52. Id. NDP is total U.S.-based production less capital consumption.
53. But see Godfrey, supra note 7, at 1431 (stating that the quantitative differences
between GNP and GDP usually are not significant).
54. See, e.g., Organization for Economic Co-Operation and Development, National
Accounts.
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20.3%, stands in sharp contrast to the U.S. national saving rate of only
3.4%." The diversity among the national saving rates has led economists
to study if the measurement techniques are misleading. 6 One study in 1988
concluded that the NIPA and SNA techniques overstate the difference in
saving rates between the United States and other OECD countries.57 The
study included consumer durables, education, research and development, and
military construction and equipment into the NIPA calculation and determined that the U.S. saving rate rose from 77% of the OECD average to
92%.58 Another study that was conducted in 1986 analyzed the differences
in the national saving rates between the United States and Japan.5"
Adjusting the U.S. saving rate to include consumer durables and separate
government investment, the study determined that net private saving,
expressed as a fraction of NNP, was 11% in the United States and 17% in
60
Japan.
D.

The Optimum Level of National Saving

Because the United States is saving less than it had previous to World
War II and is saving less than other advanced economies, 6' policymakers
must determine the appropriate level of U.S. saving. The question of the
optimum level of saving has been explored for many years. Keynesian
economists are cognizant that a nation can over save, causing a slowdown in
the economy as consumption of goods and services decline.62 Although the
United States is not in danger of oversaving, there still needs to be a balance
between saving and spending. Policymakers must be able to determine the
optimum level of U.S. saving in order to reach this balance.
A nation has a saving rate below the optimal level if the rate of return
on current investments does not produce levels of future consumption high
enough to meet the demand of individuals who have reduced present

55. Id.

56. See, e.g.,

ROBERT E. LIPSEY & IRVING B. KRAVIS, Is THE UNITED STATES A

SPENDTHRIFT NATION? (National Bureau of Economic Research Working Paper No. 2274,
1988).

57. See id.
58. Roger S. Smith, FactorsAffecting Saving, Policy Tools, and Tax Reform: A Review,
37 I.M.F. STAFF PAPERS 1, 9 (1990).
59. Id.; see MICHAEL J. BOSKiN & JOHN M. ROBERTS, A CLOSER LOOK AT SAVING
RATES IN THE UNITED STATES: A SURVEY (International Monetary Fund Working Paper No.9,
1986).
60. Smith, supra note 59, at 9.
61. Summers, Stimulating U.S. PersonalSaving, in SAVINGS CHALLENGE, supra note 15,
at 153, 159.
62. See JOHN M. KEYNES, THE GENERAL THEORY OF EMPLOYMENT, INTEREST, AND
MONEY 358-71 (1936).
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consumption by saving.63 For example, assume individuals decide to defer
present consumption until some time in the future. To accomplish this
deferral, they must save through investments that yield rates of return
sufficient to satisfy their anticipated future consumption. Unless the yield
satisfies that deferred consumption, the nation's saving rate will fall below
the optimal level. Generally, three methods have been developed by
economists to determine the optimal level of saving for an economy: the
deadweight loss method, neoclassical analysis, and utilitarian growth
models.6
The deadweight loss method compares the marginal product of capital
(the interest rate, which when discounted for the time value of money, yields
an amount such that the present value of net revenue equals the capital
originally invested) with the net-of-tax return to savers. 65 Social optimalization occurs when the rates are equal.'
If they differ, both the
imposition of a tax)67
by
caused
distortion
economic
(the
loss
deadweight
and the optimal saving level can be determined. 6' For example, the
marginal product of capital in the United States in the late-1970s was
estimated between 8% and 12% while the net-of-tax return to savers was less
than 3%.69 According to one economist, this implies that the U.S. saving
rate was half the optimal level.70
A second method used to determine the optimal level of saving is
neoclassical analysis. This method determines whether there is a growth path
more desirable than others; 71 one that will maximize per capita con-

63. Martin Feldstein, Does the United States Save Too Little?, 67 AM. ECON. REV. 116
(1977).
64. Boskin, Theoretical and Empirical Issues in the Measurement, Evaluation, and
InterpretationofPostwar US. Saving, in SAVINGS AND CAPITAL, supra note 22, at 21-23.
65. Id.; see RICHARD A. MUSGRAVE & PEGGY B. MUSGRAVE, PUBLIC FINANCE IN
THEORY AND PRACTICE 277-96 (5th ed. 1989); see also A. Harberger, Three Basic Postulates
for Applied Welfare Economics, 9 J. ECON. LIT. 785-97 (1971) (describing the three postulates
that should form the basis of cost-benefit analysis and applied welfare economics inquiries.)
66. Boskin, Theoretical and Empirical Issues in the Measurement, Evaluation, and
Interpretationof Postwar U.S. Saving, in SAVINGS AND CAPITAL, supra note 22, at 20.
67. For example, if a taxpayer pays $1000 in income taxes, there is an economic burden
imposed on the taxpayer in excess of the $1000. This burden, or deadweight loss, is manifest
in the tax's interference with economic decisions made by the taxpayer, causing inefficient
choices. An efficient tax policy seeks to minimize this deadweight loss. See MUSGRAVE &
MUSGRAVE, supra note 65, at 279.
68. Id.
69. See Michael S. Feldstein & Lawrence Summers, Inflation and the Taxation of Capital
Income in the Corporate Sector, 32 NAT'L TAx J. 445-70 (1979) (estimating the product of
capital at 12%); Michael Boskin, Taxation, Saving, and the Rate of Interest, 86 J. POL. ECON.
S3-S27 (1978) (estimating the product of capital at 8%).
70. Boskin, Theoretical and Empirical Issues in the Measurement, Evaluation, and
Interpretationof Postwar US. Saving, in SAVINGS AND CAPITAL, supra note 22, at 21.
71. Id.at 22.

348

UNIVERSITY OF FLORIDA JOURNAL OF LAW AND PUBLIC POLICY

[Vol. 7

sumption.72 This is the path where the marginal product of capital equals
the growth rate, which consists of rates of population growth plus change in
technology.7 3 The real growth rate in the U.S. economy averages 3% to
3.5%, which is less than half of the product of capital and indicates
underinvestment.7 4
The third method is based on utilitarian optimal-growth models.75
Unlike neoclassical analysis, which seeks to maximize per capita consumption, the utilitarian approach uses social-welfare criterion.76 The
inquiry focuses on the decline in the marginal utility of income occurring
from generational gains in wealth caused by advances in technology that have
increased productivity of the workforce.7 7 Empirical studies from 1985
concluded that the optimal saving rate for the U.S. economy is between
11.4% and 18%, which is approximately the level of saving from 19501980.78 According to one economist's calculations, the 1996 projected,
national saving rate will be between 3.5% and 4% of NNP. 79 To maintain
the present growth in labor productivity, a net investment of approximately
4.5% of NNP is required. 80 Thus, the projected national saving rate would
not sustain the required rate of investment.
III.

FACTORS AFFECTING SAVING

Identifying the factors that tend to affect saving is the most important
phase in the development of any economic policy, seeking to effectuate an
increase in the national saving rate. Unfortunately, although economists
acknowledge the differences in saving rates among the developed countries,
they have been unable to reach a consensus as to why these differences
occur.8 1 Possible explanations for declining saving rates include the
72. Id.
73. Id.
74. Id.
75. Id. at 23; see J. Mirrlees, Optimum Growth When Technology Is Changing, 34 REV.
ECON. STuDIES 95 (1967).
76. Boskin, Theoretical and Empirical Issues in the Measurement, Evaluation, and
Interpretation ofPostwar U.S. Saving, in SAVINGS AND CAPITAL, supra note 22, at 23.
77. Id.
78. Id. at 27.
79. Schultze, What to Do About the Collapse of NationalSaving, in PERSONAL SAVING,
supra note 2, at 138.

80. Id.
81. See David J. Smyth, Toward a Theory of Saving, in THE ECONOMICS OF SAVING,
supra note 4, at 47 (stating that "[c]onsiderable talent has been lavished on the saving function
over more than half a century. The results are disappointing. Not only do we not have
agreement on the saving function, but our models have failed to provide us with adequate
explanations of saving behavior"); Lawrence H. Summers, Issues in NationalSavings Policy.
in SAVINGS AND CAPITAL FORMATION: POLICY OPTIONS 65, 69 (F. Gerard Adams et al. eds.,
1986) ("Why are there such large differences in savings rates across developed economies?
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following factors: increasing fiscal deficits, demographic changes, the rate
of interest, the rate of inflation, and the liberalization of international capital
markets. Yet, despite these plausible explanations, there also is the argument
that the disparity in saving rates among developed countries is a result of
cultural differences.
A.

Fiscal Deficit

Economists disagree on the impact that fiscal deficits have on national
saving. There are three points of view: a fiscal deficit can increase, decrease,
or have no impact on national saving. 2
The conventional theory is that reducing a fiscal deficit increases national
saving. 3 Recall that national saving consists of the sum of private sector
saving and public sector saving. If the public sector is running a deficit, the
equation will yield a lower saving rate. This view is illustrated by an
equation used to express saving equals investment: Sp + Sf + Ssl = I + (X R). The left side of the equation represents private sector spending (Sp)
plus federal saving (Sf) plus state and local saving (Ssl). The right side of
the equation represents domestic investment (I) plus the balance of trade
(where the balance of trade is exports (X) less imports (R)). s4 According
to conventional theory, a reduction in the federal deficit increases federal
spending, and thereby, raises national saving. As a matter of mathematics,
this isto be expected.
The conventional theory presumes that private saving, and state and local
saving remain constant.8 5 Critics point out that a reduction in the federal
deficit causes a concomitant reduction in grants to state and local
governments. 6 Furthermore, a reduction in the deficit through increased
taxation reduces private sector disposable income, resulting in lower private

The question has been investigated, but it is far from resolved."); Laurence J.Kotlikoff, The
Crisis in US. Saving and Proposalsto Address the Crisis, 43 NAT'L TAX J. 233 (1990) ("The
precise explanation for the drop in U.S. saving in the 1980s remains a puzzle.").
82. Gapinski, Questions on the Economics of Saving, in THE ECONOMICS OF SAVING,
supra note 4, at 8, 11-12; Sahota, Saving and Distribution, in THE ECONOMICS OF SAVING,
supra note 4, at 209.
83. Gapinski, Questions on the Economics of Saving, in THE ECONOMICS OF SAVING,
supra note 4, at 8; see also Robert D. Reischauer, Fiscal Policy and the Economy, in
PERSONAL SAVING, supra note 2, at 130, 131-32 (arguing that deficit reduction is the most
effective response to the national saving problem and that tax policies are second-best
solutions).
84. Gapinski, Questions on the Economics of Saving, in THE ECONOMICS OF SAVING,
supra note 4 ,at 9.
85. Robert Eisner & Paul J.Pieper, National Saving and the Twin Deficits: Myth and
Reality, in THE ECONOMICS OF SAVING, supra note 4, at 109, 112.
86. Id. at 112-13.
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saving rates.87 Proponents of the conventional theory respond by asserting
that even if an increase in federal saving causes a decrease in state and local
saving, such a decrease is not dollar-for-dollar, and therefore, overall saving
still increases.88
Other economists argue that an increase in the fiscal deficit has no impact
on national saving. This theory, which has been in existence since the early
nineteenth century, is known as the Ricardian Equivalence Theorem.8 9 The
Ricardian Equivalence Theorem argues that individuals interpret an increase
in the fiscal deficit to mean future taxation, and therefore, modify their
behavior by increasing saving to pay for the eventual taxes.90 For example,
assume the government runs up a $1,000 deficit and finances it by selling a
$1,000 bond to the taxpayer. The theorem holds that the taxpayer will not
count the bond as savings because the taxpayer is far-sighted enough to
realize the government must raise taxes to pay the interest and principal on
the bond. The value of the bond is completely offset by the present value
of the future taxes, and the taxpayer saves apart from the government bond.
Taxpayers who do not purchase government bonds realize that they must
increase their present savings to pay for the increased future taxes in addition
to their other savings needs. Thus, total national saving remains unchanged
because the rise in the fiscal deficit is offset by an equal rise in private
saving.
However, the Ricardian Equivalence Theorem has been criticized for its
presumption of how individuals perceive debt. 9 It relies on the notion that
individuals see through the veil of fiscal debt and recognize that taxation will
be required at some future date.92 Critics of this theory argue that individuals perceive "debt as net wealth" and will therefore increase their

87. Id. at 113-14.
88. Dennis Placone & Holley Ulbrich, Commentary on Robert Eisner & Paul J Pieper,
National Saving and the Twin Deficits: Myth and Reality, in THE ECONOMICS OF SAVING,
supra note 4, at 145, 146-47; see also Ali F. Darrat, Commentary on Robert Eisner & Paul
J. Pieper,National Saving and the Twin Deficits: Myth and Reality, in THE ECONOMICS OF
SAVING, supra note 4, at 134, 135-37 (discrediting Eisner's and Pieper's results for a variety
of statistical defects and concluding that a fiscal deficit has a negative effect on national
saving).
89. Gapinski, Questions on the Economics of Saving, in THE ECONOMICS OF SAVING,
supra note 4, at 11-12. The idea is traceable to the nineteenth-century English economist
David Ricardo, and it was discussed in the 1960s and 1970s. See MARTIN J. BAILEY,
NATIONAL INCOME AND THE PRICE LEVEL 153 (1962); Robert J. Barro, Are Government
Bonds Net Wealth?, 82 J. POL. ECON. 1095 (1974). The term Ricardian Equivalence Theorem
was introduced by James Buchanan. See James M. Buchanan, Barro on the Ricardian Equivalence Theorem, 84 J. POL. ECON. 337 (1976).
90. Gapinski, Questions on the Economics of Saving, in THE ECONOMICS OF SAVING,
supra note 4, at 11.
91. Id. at 12.
92. Id.
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consumption, causing national saving to decline. 93
Aside from this theoretical criticism, the Ricardian Theorem Equivalence
has been tested, and the results reveal that it has been rejected. 94 Critics
point to the 1980s as proof that the Theorem is not valid.95 This period was
characterized by dramatic increases in federal debt.96 Yet, saving did not
increase to counter the fiscal deficit as the Ricardian Equivalence Theorem
posits, rather, it decreased precipitously.97
B.

Demographics

Demographics are viewed as a contributing factor to a nation's saving
rate.98 This theory considers the interaction of income and consumption
with age and wealth. 99 The general proposition is that in a given
population, the young and elderly tend to have very low saving rates while
the middle-aged have high saving rates." ° These characteristics affect
national saving in the context of two ratios that express demographic
influences.' 0 ' An increase in either the youth-dependency ratio (the ratio
of the under-twenty age group to the twenty-sixty-four age group) or in the
ratio of the elderly to the working age population will cause a decrease in
national saving.0 2
Currently, in the United States and other advanced economies of the

93. Id. at 12; see also Gerald P. O'Driscoll, The RicardianNonequivalence Theorem, 85
J. POL. ECON. 207 (1977); Sahota, Saving and Distribution,in THE ECONOMICS OF SAVING,
supra note 4, at 219 n. 14 (noting that what has become known as the Ricardian Equivalence
Theorem was presented by Ricardo "as a theoretical curiosum. . . but rejected ... as of little
practical significance."). Sahota lists 10 grounds upon which the Ricardian Equivalence
Theorem has been rejected; all of which he posits, "favor treating debt as net wealth, implying
that deficits offset private saving." Id. at 208-09.
94. See Gapinski, Questions on the Economics of Saving, in THE ECONOMICS OF SAVING,
supra note 4, at 13-25 (discussing the empirical tests that were based on consumption and
saving functions).
95. Sahota, Saving and Distribution,in THE ECONOMICS OF SAVING, supra note 4, at 209.
96. Id.
97. Id.
98. See, e.g., Alan J. Auerbach & Laurence J. Kotlikoff, Demographics,Fiscal Policy,
and U.S. Saving in the 1980s and Beyond, 4 TAx POL'Y & ECON. 73 (1990); Bovenberg &
Evans, supra note 27, at 636.
99. See Smyth, Toward a Theory of Saving, in THE ECONOMICs OF SAVING, supra note
4, at 70-71 (noting the early studies of the life-cycle hypothesis by Franco Modigliani); see
also BuAN B. AGHEVLI & JAMEs M. BOUGHTON, NATIONAL SAVING AND THE WORLD
ECONOMY, FINANCE AND DEVELOPMENT 2 (1990).

100. Smyth, Toward a Theory ofSaving, in THE ECONOMICS OF SAVING, supra note 4, at
71; see also Auerbach & Kotlikoff, supra note 98, at 81-84.
101. AGHEVLI & BOUGHTON, supra note 99, at 2.
102. Id. at 2. But see Auerbach & Kotlikoff, supra note 98, at 73 (using a dependency
ratio that consists of the ratio between those under 18 plus those 65 and older, and those
between 18 and 64 years of age).
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world, these two ratios are stable, resulting in only a small impact on the
present saving trend. 0 3 However, economists project sharp increases in
these ratios as the elderly population increases."'O
This projection is
significant because it suggests an even lower saving rate in the future.
Another factor that may affect saving among different age groups is the
existence of social security and public insurance systems, such as
05
unemployment insurance, disability insurance, and health insurance.'
These schemes lower precautionary saving, and thus, exacerbate the decline
in national saving. This results because public expenditures made to support
these schemes not only increase the fiscal deficit, but also decrease private7
saving.' 6 Social security pensions lower private saving in two ways.1
First they reduce the incentive to save for retirement'0 8 and then they
redistribute income to the elderly who have a greater propensity to
consume. 0 9 Interestingly, public expenditures for social security and
insurance comprise a large portion of current fiscal growth."0 Even if such
expenditures do not increase the federal deficit, they may depress national
saving by reducing the incentive to save.
C. Rate of Interest
The classical theory concerning the effect of interest rates on national
saving posits that interest rates are developed through the interaction of
saving and investment, operating on the supply of and demand for funds."'
Savings are brought into equilibrium with investment through the rate of
interest.1 12 This traditional theory was overshadowed by Keynesian theory
that states that consumption is determined by disposable income, and saving,
therefore, is not a function of the rate of interest." 3 Currently, the impact
of interest rates on saving remains ambiguous." 4

103.
104.
ratio in
105.
106.
107.
108.
109.
110.

AGHEVLI & BOUGHTON, supra note 99, at 2.
Id.; see also Auerbach & Kotlikoff, supra note 98, at 73 (stating that the dependency
the 1980s was .616 but is projected to increase to .730 by 2040).
Bovenberg & Evans, supra note 27, at 650.
Id.
Id. at 650-51.
Id.
Id.
Id.
111. Smyth, Toward a Theory of Saving, in THE ECONOMIcs OF SAVING, supra note 4, at
47.
112. Id.
113. KEYNES, supra note 62, at 358-71.
114. Some believe that interest rates do have an impact on saving. See, e.g., RICHARD J.
CEBULA, FEDERAL BUDGET DEFICITS: AN ECONOMIC ANALYSIS 14-18 (1987); Smyth, Toward
a Theory of Saving, in THE ECONOMIcs OF SAVING, supra note 4, at 47. Others are not quite
so convinced. See, e.g., Summers, Stimulating US.PersonalSaving, in SAVINGS CHALLENGE,
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There also is ambiguity surrounding the effect of higher interest rates on
saving due to the income and substitution effects that occur." 5 When
interest rates rise, a person who saves has a higher rate of return but a lower
present cost of purchasing future consumption." 6 This encourages the
saver to substitute future consumption for present consumption. To achieve
this future consumption, however, the saver no longer has to save as much
because of the higher rate of return. This income effect, at least in theory,
suggests that the saver will reduce saving and enjoy greater consumption both
in the present and in the future." 7 Unfortunately, empirical analysis has
resulted in conflicting evidence, and thus, the effect of interest on saving is
still an unresolved issue." 8
D. Rate of Inflation
The effect of the rate of inflation on saving, like the effect of the rate of
interest, has been influenced by Keynesian theory."9 Because Keynesian
economics posits that saving is related to disposable income, inflation would
not be an influencing factor. 20 However, this idea remains valid only if
individuals interpret rising inflation as a change in relative prices rather than
Such an interpretation would have a
a change in absolute prices.'
tendency to increase savings because individuals would defer present
consumption."2 Rising inflation also may increase savings because of
inflation's association with uncertainty concerning rates of return.' 23 This
uncertainty could result in lower present consumption and higher rates of

supra note 15, at 164; David A. Starett, Effects of Taxes on Savings, in UNEASY COMPROMISE:
PROBLEMS OF A HYBRID INCOME-CONSUMPTION-BASED TAX (Henry J. Aaron et al. eds.,
1988); AGHEVLI & BOUGHTON, supra note 99, at 3; Smith, supra note 59, at 12-20.
115. AGHEVLI & BOUGHTON, supra note 99, at 3.

116. Id.
117. Id.
118. Id.; see Smith, supra note 59, at 17-20 for a good review of the many empirical
studies on the interest elasticity of savings. Of particular interest is a statement by Charles
E. McClure: "[D]etermining the effect interest rates have on saving is no mean trick. It
involves considerable conceptual and econometric difficulties that still defy the best efforts
of bright and dedicated economists." Charles E. McClure, Jr., Taxes, Saving, and Welfare:
Theory and Evidence, 33 NAT'L TAX J. 311, 313 (1980).
119. SMYTH, Toward a Theory of Saving, in THE ECONOMICS OF SAVING, supra note 4,
at 87.
120. Id.
121. Id. This is the so-called principle of "money illusion."
122. Id.
123. Id.; see also AGHEVLI & BOUGHTON, supra note 99, at 3. These authors note that the
impact of inflation on saving depends on the tax system. If, as in the United States, some
interest expenses are deductible, "a higher rate of inflation may lower the real after-tax rate
of interest and encourage borrowing, thus lowering saving." Id.
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saving. 2 4 Finally, inflation may affect the real value of household
wealth. 125 The value of "money-denominated assets" depreciates during
periods of rising inflation while "real assets" generally recognize appreciation
in value.' 26 Saving therefore may bear a close relationship to increases in
the rate of inflation.
E. Liberalizationof CapitalMarkets
Capital markets that are tightly controlled by the government or by
financial institutions limit the availability of credit to the private sector, and
consequently, force individuals to save in order to facilitate lifetime
consumption.' 27 The relaxation of capital market controls produces the
opposite effect,"' resulting in an increased availability of credit, which in
turn depresses saving.29 The United States historically has had a sophisticated but liberal capital market, and this may have contributed to the
decline in saving. 30 Over the last twenty years there has been an international movement to deregulate capital markets, thus increasing the
3
international mobility of capital.' '
This mobility of capital, at least in theory, should mitigate low levels of
domestic saving, because the availability of capital from foreign saving can
act as a supplement to national saving. 3 2 Accordingly, the level of
investment need not depend on the level of domestic saving, and no
33
correlation between national investment and national saving should exist.
However, a well-known empirical study from 1980 determined that among
advanced economies, the correlation between national saving and investment

124. Smyth, Toward a Theory of Saving, in THE ECONOMICs OF SAVING, supra note 4, at
87.
125. Id.
126. Id. (including "cash, bank deposits, savings accounts, certificates of deposit, and
bonds" as examples of money-denominated assets and "equities and houses" as examples of
real assets).
127. Bovenberg & Evans, supra note 27, at 655.
128. Id.
129. Id.
130. Sun Bae Kim, Do Capital Controls Affect the Response of Investment to Saving?
Evidence from the Pacific Basin, 1 ECON. REV. 23, 25 (Federal Reserve Bank of San
Francisco 1993); see also OLLi-PEKKA LEHMUSSAARI, WHY SAVING FELL IN THE NoRDic
COUNTRIES, FINANCE AND DEVELOPMENT 15 (1990) (stating that the decline in saving rates
in the Nordic countries was due to a combination of the liberalization of the financial markets
and the existing tax structure).
131. Kim, supra note 130, at 23. It is interesting that the conclusion of the Uruguay Round
of the General Agreement on Tariff and Trade (GATT) was instituted at President Reagan's
urging, in part, to increase the international flow of capital.
132. Id.
133. Id.
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was high. 134 The study concluded that nearly ninety percent of domestic
country, and that this indicated low levels of
saving was invested within that
13
international capital mobility. 1
Challenging these conclusions, however, some economists argue that the
high correlation between saving and investment is the result of a failure to
integrate goods markets. 3 6 This may force an open economy to behave
like a closed economy with respect to saving and investment. 137 Other
economists believe that the high correlation is due to government policies,
enacted to counter current account imbalances. 138 Specifically, governments may either exert control over international capital markets when the
current account deficits reach a certain level 39 or utilize fiscal policy to
influence budget deficits and offset any gap between investment and
saving.1 40
F. CulturalFactors
Although there is a lack of empirical evidence connecting the differences
in national saving rates among nations to cultural factors, some economists
believe that such a connection exists.' 41 Most of the available evidence
concerns the saving rates of Germany and Japan. A study of the saving

134. See Martin Feldstein & Catherine Horioka, Domestic Saving andInternationalCapital
Flows, 30 ECON. J. 314 (1980).
135. Id. at 321.
136. Kim, supra note 130, at 27.
137.

Id. (citing JACOB A. FRANKEL, INTERNATIONAL CAPITAL MOBILITY AND CROWDING

OUT IN THE U.S. ECONOMY: IMPERFECT INTEGRATION OF FINANCIAL MARKETS OR GOODS
MARKETS? (National Bureau of Economic Research Working Paper No. 1773, 1985); R.G.
Murphy, ProductivityShocks, Non-TradedGoods and OptimalCapitalAccumulation, 30 EUR.
ECON. REV. 30 (1986); C. Engel & K. Kletzer, SAVING AND INVESTMENT IN AN OPEN
ECONOMY WITH NON-TRADED GOODS (National Bureau of Economic Research Working Paper
No. 2141, 1987); D.Y. Wong, What Do Saving-InvestmentRelationships Tell Us About Capital
Mobility?, 9 J. INT'L MONEY & FIN. 60 (1990).
138. Kim, supra note 130, at 27.
139. Id. (citing Lawrence Summers, Tax Policy and International Competitiveness, in
INTERNATIONAL ASPECTS OF FISCAL POLICIES (Jacob A. Frankel ed., 1988)); Tamin Bayoumi,
Saving-Investment Correlations: Immobile Capital, Government Policy, or Endogenous
Behavior?, 37 I.M.F. STAFF PAPERS 360 (1990).
140. Kim, supra note 130, at 28 (citing N. RoUBINI, CURRENT ACCOUNT AND BUDGET
DEFICITS IN AN INTERTEMPORAL MODEL OF CONSUMPTION AND TAXATION SMOOTHING: A
SOLUTION TO THE 'FELDSTEIN-HORIOKA PUZZLE'? (National Bureau of Economic Research

Working Paper No. 2773, 1983)).
141. See, e.g., Irwin Friend, The Policy Options for Stimulating National Saving, in
SAVINGS AND CAPITAL FORMATION: POLICY OPTIONS 45, 57 (F. Gerard Adams et al. eds.,
1986) (stating that "[a]lthough these differences [in cross-country saving rates] have not been
satisfactorily explained in the literature, it is my judgement that to a major extent they
represent cultural differences or differences in tastes (perhaps like those reflected in the
Puritan Ethic)"); see also McCaffery, supra note 14, at 1161 (emphasizing the "cultural virtues
of thrift").
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behavior in Germany concluded that the high level of saving was due to the
Germans' pessimistic outlook and their habit of target saving for major
purchases. 4 2 Other studies have suggested that the high propensity to save
among the Japanese is due, in part, to their
lengthy periods of retirement and
143
their custom of making large bequests.
Given the lack of consensus among economists on the reasons for the
differences among developed countries in saving, an analysis into the
significance and changes of cultural factors more merits serious inquiry. The
application of cultural analysis to the United States generates some interesting
possibilities. In early American society, people were imbued with the Puritan
work ethic, which loathed luxury and emphasized the virtue of thrift. From
the 1890s to the World War II, the U.S. national saving rate exceeded that
of Japan.'" This trend has reversed beginning with the post-war period
and continuing to the present.'45 Perhaps American society has experienced
a fundamental change from its early days of parsimony. Consumption,
especially conspicuous consumption, seems to be a prevailing trait of
contemporary society. Therefore, it is possible that the declining U.S. saving
rate has a closer nexus to an individual's attitude about saving than to
income-tax based distortion, as some economists believe. Nonetheless, this
"borrow now-pay later" attitude is nurtured in part by the distorting treatment
of savings under an income tax system.
IV.

THE TAX TREATMENT OF SAVING UNDER INCOME AND

CONSUMPTION BASES
Isolating potential factors that influence national saving is the first step
in developing a policy to increase the rate of saving. Formulating and
executing policy is the next step. Although there are a variety of policy
options available, taxation remains one of the primary instruments in
affecting control over the economy. If a government chooses this option, it
must consider the manner in which taxation systems treat saving on order to
further isolate and manipulate those factors necessary to achieve the desired
result.

142. See Burkhard Strumpel, Saving Behavior in Western Germany and the United States,
65 AM. ECON. REV. 210 (1975).

143. Hiroshi Shibuya, Japan's Household Savings: A Life-Cycle Model With Implicit
Annuity Contract and Rational Expectations, (unpublished, on file with the International
Monetary Fund (1988)).
144. Summers, Stimulating U.S. PersonalSaving, in SAVINGS CHALLENGE, supra note 15,
at 167-68.
145. Id. at 159.
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A.

Background

Economists have long debated the merits of the two basic systems of
taxation: income and consumption taxation." 6 The central inquiry in these
debates is which system provides a better measure of a taxpayer's ability to
pay. The current U.S. system, income taxation, is based on the assumption
that taxpayers are better able to pay taxes when they have earned income. 47 Under the Haig-Simons definition of income, income equals the
sum of (1) consumption and (2) the change in net worth over the accounting
period. 4 The consumption-based tax system views consumption as the
best measure of a taxpayer's ability to pay. A consumption-based tax is a
form of direct taxation on spending. Consumption is defined as (1) HaigSimons income less (2) net saving over the accounting period. 49 The
fundamental difference between these two conceptually consistent systems of
taxation is their treatment of savings. i0
B.

The Double Taxation of Savings

Under an income tax system, savings are subject to double taxation. This
R '
was first recognized by John Stuart Mill.
Although some commentators

146. The principle that consumption is a better base from which to levy a tax is
traditionally traced to the English philosophers Thomas Hobbes and John Stuart Mill. See
THOMAS HOBBES, LEVIATHAN ch. 30 (1651); JOHN STUART MILL, PRINCIPLES OF POLITICAL
ECONOMY bk. V, ch. I § 4 (W.J. Ashley ed., Logmans, Green & Co. 1909) (1848). The most
comprehensive modem discussion in the economic literature is NICHOLAS KALDOR, AN
EXPENDITURE TAX (1955). The seminal article in the legal literature is William D. Andrews,
A Consumption-Type or Cash-Flow PersonalIncome Tax, 87 HARV. L. REV. 1113 (1974).
For an interesting recent article, see Charles B. Blankart, Income Taxation, Consumption-Based Taxation, IntergenerationalTransfers, and Government Behavior, 48 PUB.
FIN. 7 (Supp. 1993). Blankart discusses the problem of income and consumption-based
taxation from a welfare economic and modem institutional theory of public finance point of
view. Id.
Welfare economists investigate what is superior for the individual and consider excess
burdens on the economy as of great importance. Modem theorists investigate what form of
taxation individuals themselves prefer, because taxes are not levied on account of their sideeffects but because individuals expect a benefit when they pay taxes to the government.
147. Andrews, supra note 147, at 1113-15; see HENRY C. SIMONS, PERSONAL INCOME
TAXATION 50 (1938); see generally Victor Thuronyi, The Concept ofIncome, 46 TAX L. REV.
45 (1990) (providing an insightful analysis of how income is defined for purposes of tax
policy).
148. SIMONS, supra note 148, at 49; see also David F. Bradford, The Casefor a Personal
Consumption-BasedTax, in WHAT SHOULD BE TAXED INCOME OR ExPENDITURE? 75, 77-80
(Joseph A. Pechman ed., 1980) (providing a useful discussion of the concepts of income and
consumption).
149. Bradford, supra note 148, at 79.
150. Id.
151. McCaffery, supra note 14, at 1149-50.
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disagree,'52 the concept easily can be explained. Pre-tax earnings, from
which savings are derived, are first subject to taxation. Then, any earnings
produced by the post-tax amount of savings, that is interest, are themselves
subject to taxation. On the other hand a consumption-based tax imposes a
tax liability only when consumption occurs. Thus, under a consumptionbased tax system, savings and the earnings generated by the savings are only
taxed once at the critical time of consumption when they are removed from
the savings sphere.
This difference in the treatment of savings is significant. A system of
taxation, whether a pure revenue raising measure or a means of affecting
economic policy, should not interfere with the functioning of the market
system. 153 Both methods of taxation distort the choice between market and
nonmarket activity because, in both systems, labor is taxed whereas leisure
is not."M However, a consumption-based tax is more efficient than an
income tax because an individual's decision to choose between present
consumption and future consumption is not distorted by the existence of a
55
consumptive tax.1
This distortion can be illustrated by a simple example. Assume an
individual, X, earns $100 in the taxable year and deposits the entire amount
in a savings account bearing interest at the rate of ten percent annually. If
there is no income tax, X will have an account balance of $110 at the end of
one year. Neither the principal amount nor the interest income is subject to
taxation so there is a neutral environment with respect to deciding between
present and future consumption.
Under an income tax system with an assumed tax rate of 40%, X would
be taxed on the $100 leaving only $60 available to be deposited in the

152. See, e.g., Richard Goode, The Superiority of the Income Tax, in WHAT SHOULD BE
49, 54-55 (Joseph A. Pechman ed., 1980) (stating that
"[there is no] double taxation in the literal sense. Both the original income and interest on
the savings are taxed because they represent distinct increases in the power to consume.").
153. DAVIES, supra note 5, at 17-18; see also MUSGRAVE & MUSGRAVE, supra note 65,
at 277-96.
TAXED INCOME OR EXPENDiTuRE?

154. DAVID F. BRADFORD, BLUEPRINTS FOR BASIC TAX REFORM 46-47 (2d ed. 1984).

This principle is illustrated by the example of an individual who pays a mechanic to repair
her automobile. The payment for services will enter into either an income or consumptionbased tax. However, if the individual repaired her own automobile there would be no tax.
Such an analysis, however, has been criticized by modem institutional public finance
economists. See, e.g., Blankart, supra note 146, at 7. Blankart states that the illustration
above is one advanced by welfare economists, who present the choice of a capital good versus
leisure. Id. at 8-9. Institutional public finance economists, however, believe that a third good,
the public good, also must be considered. A system of taxation only makes sense if there is
a public good, such as providing for the defense of the nation or maintaining and expanding
the nation's infrastructure. So individuals are faced with deciding how to finance that public
good: income taxation or consumption-based taxation? Id. at 9.
155. BRADFORD, supra note 19, at 47.
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savings account. That $60 would yield $6 of interest income which would
also be subject to tax at the 40% rate. The account balance at the end of one
year would then be $63.60.
On the other hand, if we assume a consumption-based tax with a 40% tax
rate, X would not be taxed on the $100 when deposited in the savings
account. At the end of one year, the account would yield $10 of tax-free
interest income for a total balance of $110. If X withdraws the $110 at the
end of that year for consumption, the $110 will be taxed at 40%, leaving X
with $66.
Thus, the income tax operates to encourage present consumption over
future consumption because X's future consumption is reduced by more than
40%. On the other hand, under the consumption-based tax, X's present and
future consumption is subject to the same 40% tax. This illustration
demonstrates that the efficiency gains from adoption of a consumption-based
tax directly relate to the saving process. Thus, a consumption-based tax
provides a more neutral environment where private sector saving can
increase. Furthermore, all investment would be equally preferred, permitting
investment decisions to be made on the basis of their economic merits
without the need to consider differential tax treatment. A consumption-based
tax has the effect of producing a welfare gain to the economy as well as
efficiency.
However, these effects are created under a partial-equilibrium analysis,
The
which only considers the saving-consumption choice above. 156
consumption-based tax example ignores any indirect effects that changes in
the saving-consumption choice may have on the rest of the economy. In
comparison, a general-equilibrium analysis fully takes into account the
saving-consumption choice and its effect on the rest of the economy. 157 If
general-equilibrium effects are considered, there is an offsetting welfare loss
if tax rates rise as a result of a switch to a consumption-based tax. This is
due to the distortion between the labor-leisure choice described above. 5
The full extent of the welfare loss is unclear because the effects on interest
rates are unknown.' 59
Even if an overall welfare gain and neutrality result from the adoption of
a consumption-based tax, no country, except for the short-lived experiences6 °
in India and Sri Lanka, has adopted a personal consumption-based tax.1
156. McCaffery, supra note 14, at 1170-71.
157. See generally CHARLES L. BALLARD ET AL., A GENERAL EQUILIBRIUM MODEL FOR
TAX POLICY EVALUATION (1985).
158. Id.
159. Id.
160. George R. Zodrow & Charles E. McClure, Jr., Implementing Direct ConsumptionBased Taxes in Developing Countries, 46 TAx L. REv. 405, 408 n.8 (1991). India first
introduced the personal consumption-based tax in 1958, and Sri Lanka (then Ceylon)
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This fact underscores the general reluctance to switch from an income-based
to a consumption-based tax system. As a result, tax reform has focused on
the allocation of saving and investment in a more efficient manner, rather
than on the level of saving and investment. 16' This is consistent with the
general advice from most economist who urge policymakers to broaden the
tax base and lower tax rates to minimize distortions.' 62 Notwithstanding
the economic efficiency of the consumption-based tax system, the 1980s tax
reform and the Clinton Administration's tax reform of 1993 reflect decisions
to modify rather than shift away from the income tax system.
V.

RECENT CONGRESSIONAL CONSUMPTION-BASED TAX PROPOSALS

A.

Background

Despite reluctance to switch from an income tax to a consumption-based
tax, the idea of adopting a consumption-based tax for the United States is not
a new one. 163 A consumption-based tax was analyzed in the economic
literature prior to and after World War II, but the idea was relegated to
theoretical debate and not considered a practical solution.' 64 In 1977 the
United States Department of the Treasury resurrected the consumption-based
tax as an alternative to the income tax system. 165 However, Congress chose
to ignore the recommendation, and instead, pursued a policy of "incremental
tinkering" with the provisions of the income tax system."
The con-

introduced it in 1959. Both consumption-based taxes had a very narrow base, aimed at highincome individuals who were taxed at low rates, which is one explanation for their failures.
Id. The authors also note that the method utilized was the cash flow approach, whereas they
would advocate a tax prepayment approach. Id.
161. Smith, supra note 59, at 56.
162. Id.; see also THE WORLD BANK, LESSONS OF TAX REFORM (1991); ORGANIZATION
FOR ECONOMIC CO-OPERATION AND DEVELOPMENT, TAXATION IN DEVELOPED COUNTRIES

(1987).
163. The adoption of a consumption-based tax in the United States has been discussed in
the literature since World War II. See, e.g., IRVING FISHER & H. FISHER, CONSTRUCTIVE
INCOME TAXATION (1942); R. PAUL, TAXATION IN THE UNITED STATES (1954) (describing,
inter alia, a rejected proposal by the Treasury Department during World War II); Patrick L.
Kelley, Is an Expenditure Tax Feasible?,23 NAT'L TAX J. 237 (1970); Andrews, supra note
147, at 87.
164. Since World War II, there have been only two major congressional tax proposals that
sought to introduce consumption-based taxes. Neither proposal succeeded. In 1983,
Representative Cecil Heftel (D-Hawaii) sponsored the Progressive Consumption-Based Tax
Act of 1983. See PAUL V. TEPLITZ & STEPHEN H. BROOKS, ALTERNATIVE TAX PROPOSALS:
How THE NUMBERS ADD UP 33-34 (1986). The Value-Added Tax was first proposed by
Representative Al Ullman, Chairman of the House Ways and Means Committee, in 1980. It
was a dismal failure, which some have claimed ended Ullman's political career. See Joseph
Isenberg, The End of Income Taxation, 45 TAX L. REV. 283, 360 (1990).
165. TREASURY DEPARTMENT, BLUEPRINTS FOR BASIC TAX REFORM 83 (1977).
166. 139 CONG. REC. S8406-01 (July 1, 1993) (statement of Sen. Domenici).
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sumption-based tax made another brief appearance in the early 1980s as an
alternative system of taxation, but it was dismissed and again became the
in economic and tax literature, where it has remained until
focus of debate
67

recently. 1

With the change of presidential administrations in 1992, there was serious
debate concerning tax policy and the U.S. economy. However, the ultimate
policy emerged in the form of further modifications to the pre-existing
income tax. Then, in the wake of current U.S. tax law reform, fueled by the
1996 presidential election, two congressional consumption-based tax
proposals were formulated. Representative Dick Armey and Senator Richard
Shelby introduced legislation to replace the current income tax with a flat
tax, 168 and Senators Sam Numm and Pete Domenici introduced their USA
tax, 69 which would also replace the income tax 70system. Both pieces of
legislation are forms of consumption-based taxes.
B.

Flat Tax/Consumption Tax Proposals

Representative Richard Armey and Senator Richard Shelby introduced a
flat tax proposal as H.R. 2060 and S. 1050, known as The Freedom and
Fairness Restoration Act.' 7 ' The tax is based on a tax proposal developed
by Robert Hall and Alvin Rabushka of the Hoover Institution. 17 2 This flat
tax proposal replaces the income tax with at 17% consumption-based tax that
consists of a wage income tax on individual taxpayers and a modified VAT,
with wages deducted, on business taxpayers.' 73 The mechanics of the flat
tax are straightforward. The rate of taxation for both individuals and
business is 17%. 174 The tax on individuals permits a large standard
deduction, but essentially all the other deductions and credits present under
the current income tax law, such as mortgage interest, charitable
contributions, and business interest and fringe benefit deductions, would be
75

eliminated. 1

167. See FISHER & FISHER, supra note 163 and accompanying text; TEPLITZ & BROOKS
supra note 164 and accompanying text.
168. H.R. 2060, supra note 6.
169. S.R. 722, supra note 6.
170. Id.; H.R. 2060, supra note 6.
171. H.R. 2060, supra note 6.
172. Michael J. Boskin, Frontiersof Tax Reform: The Introduction, 70 TAX NOTES 1552
(1996).
173. H.R. 2060, supra note 6.

174. Id.
175. Id.
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The Nunn/Domenici Proposal

The Nunn-Domenici USA tax 7 6 calls for replacement of the income
tax with a direct consumption-based tax. The USA tax consists of an
individual tax
with graduated rates up to 40% and a business tax with a flat
177
rate.
11%
The individual tax permits a deduction for amounts of income that are
saved and allows investment growth on savings to accumulate tax-free until
these amounts are withdrawn for consumption. Progressive tax rates are
applied to consumption, which is defined as income less deductions for
savings.
Under this system, the amount of revenue projected is equivalent to the
amount raised under the current income tax system. 7 ' On the other hand,
businesses would be required to pay a flat 11% rate on the consumption tax
base, which is defined as: sales less cost of production. 7 9 In determining
the consumption-based tax, capital expenditures would include plant and
equipment, parts, inventory, accounting, and legal services under the current
system are subtracted from sales receipts. 80 However, the costs of
production would not include wages and interest. With respect to international transactions, exported goods and services are excluded from the sales
figure but imports are included in the calculation.' 8' Furthermore, in an
effort to allow U.S. businesses to compete more favorably with foreign
businesses, the business tax adopts a territorial system. 82 The tax will not
if the operations are directed
apply to foreign operations of a U.S. 1business
83
in markets outside the United States.
VI.

THE PROPOSALS' IMPLICATIONS FOR RAISING THE NATIONAL
SAVING RATE

The sponsors of both proposals identify the low level of national saving
as a serious problem currently threatening the long-term growth of the U.S.
economy. Although the proposals have different approaches towards
remedying this problem, they both view a consumption-based tax as the

176. S. 722., supra note 6.

177. Id.
178. 139 CoNG. REc. S846-01 (July 1, 1993) (statement of Senator Domenici).

179. Id.
180. A NEW PARADIGM FOR TAx REFORM: THE SAVING EXEMPT INCOME TAX: A

SYMPOSIUM ON THE NuNN/DoENIcI PROPOSAL (Oct. 5, 1993).

181. Id.
182. Id.
183. Id.
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appropriate means of stimulating saving and investment.'8 4 Whether
implementation of the proposals serves to realize or falsify the perceived
expectations is impossible to answer in any definitive way. Both economic
theory 85 and empirical studies support the proposition that consumptionbased taxes create a more neutral and efficient economy with respect to
saving and investment decisions. However, the potential flaw with the
proposals is their primary assumption that the double taxation of savings was
and continues to be the principal factor affecting the national saving rate.
Given the lack of consensus among economists with respect to the factors
affecting saving, the proposals present their solutions in an overly simplistic,
albeit politically palatable, form.
Both proposals presuppose that the tax bias against saving prevents
individuals from saving in the first instance. Marginal personal tax rates on
capital income fell from 70% in 1980 to 31% in 1990.186 Yet, private
sector saving during this period dropped sharply regardless of the
measurement technique used. During this same period, other advanced
nations experienced higher national saving rates despite having income tax
rates substantially higher than the United States. Australia, Canada,
Germany, Japan, New Zealand and the United Kingdom lowered their income
tax rates in 1990 during a period of worldwide tax reform.8 7 Germany's
top individual marginal income tax rate was lowered from 56% to 53% in
1990 and Japan lowered its rate from 70% to 50% that same year. 8 This
is probative evidence that the disparity among saving rates that occurred
during the 1980s and continues into the 1990s cannot appropriately be linked
to the income taxation bias against saving alone. The lower income tax rates
in the United States should have provided a more solicitous environment for
savers but did not. This fact illustrates that a nation's rate of saving is

184. For a recent article supporting the Nunn-Domenici proposal, see Laurence S. Seidman,
A Better Way to Tax, 114 THE PUBLIC INTEREST 65 (1994).
185. But see Richard H. Thaler, How to Get Real People to Save, in PERSONAL SAVING,
supra note 2, at 143, 143-44.
If we want to devise a good saving policy, asking economic theorists is not
going to be much help. To whom then can we turn for advice? I recommend four
groups of people that might offer helpful advice: dead economists, empirical
economists, psychologists, and mothers, not necessarily in that order.
A smart Mom is likely to adopt a policy with two features: provide
immediate rewards for saving, and put the money where the kid cannot get at it, that
is, piggy banks.
Id. at 144-45.
186. Omnibus Budget Reconciliation Act of 1990, Pub. L. No. 101-508, 1990 (104 Stat.)
1381.
187. See Smith, supra note 59, at 51.
188. Id. at 52.
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influenced by many factors, not just one factor in particular.
The income and substitution effects that will result from a switch to
consumption-based tax may offset the perceived reduction in present
consumption. The higher after-tax return under the consumption-based tax
system means that households will need to put aside less today to meet the
consumption requirements of tomorrow. There is the possibility that the
average household would not have a greater incentive to save under a
consumption-based tax; households may already contribute to tax-free
deferred compensation plans and social security entitlement in excess of what
they would have saved voluntarily.
The proposals also ignore the fact that one of the keys to raising the level
of saving is to reduce present consumption. There are many reasons to
suggest that present consumption may not decrease despite the more neutral
treatment of savings under a consumption-based tax. The most persuasive
argument is that the majority of households do not consider the tax treatment
of savings when making saving-consumption decisions. Although economic
theory suggests that taxpayers should react favorably if policymakers
eliminate the income tax bias against saving,
empirical evidence suggests that
18 9
the effect of such a policy is negligible.
Finally, apart from the economic analysis of the policy choice between
an income or consumption-based tax, the political acceptability of such a
choice should not be overlooked. As one economist has observed, active
taxpayers with a propensity to save more than they spend would favor a
consumption-based tax, while retired taxpayers with a propensity to consume
more than they save would favor a continuation of the income tax."
However, this division in the constituency can be unified if the government
implemented a plan to change both the public and private sectors' attitude
toward saving.
While replacement of the income tax with a consumption-based tax will
certainly create an incentive to save, there is no consensus among
policymakers and advisers that national saving will rise as a result. Thus, it
will be up to the market system to exploit the incentive to save inherent
under a consuption-based tax. Government policy should not be used as a
panacea for a nation's economic problems, and adoption of a consumptionbased tax will not be an automatic antiseptic for increasing national savings.
However, taxing consumption will create a more efficient economy and that,
at least, is a dose of strong medicine.

189. Thaler, How to Get Real People to Save, in PERSONAL SAVING, supra note 2, at 144.
190. Blankart, supra note 146, at 7.

